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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of ;
PAUL AND MELBA ABRAMS )

Appear ances:
For Appellants: Paul Abrans, in pro. per.

For Respondent: Brian W Toman
Counsel

OPI1 NI ON

This appeal is made pursuant to section 18594
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Paul and Mel ba
Abrams agai nst a proposed assessnment of additional per-

sonal income tax in the anobunt of $7,948.72 for the year
1971.
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The issues presented are: (1) whether respon-
dent properly disallowed a casualty |oss deduction clained
by appellants on their 1971 return, and (2) whether respon-
dent properly conputed aggellants' preference incone tax
liability for the year 1971.

Casualtys s

_ Durin% 1971 appel lants owned a shoppi ng_center
| ocated in the San Fernando Valleg,_CaJ|forn|a. The
center consisted of two adjacent Dbuildings which apgel-
| ants |eased to retail businesses. On February 9, 1971,
the two buildings were severely damaged as a result of a
maj or earthquake. Thereafter, during the period from
April 15, 1971, to Decenber 31, 1971, several aftershocks
occurred in the general vicinity of appellants' shopping
center,.

On their 1970 California personal inconme tax
return, appeli?nts clained a casualty loss in the anpunt
of $236,058. =/ The |oss, which was allowed by respondent,
represents the decline in fair market value of appellants’
bui | di ngs caused by the February 9, 1971, earthquake.

On their 1971 return, appellants claimed another casualty
loss of $82,532, representing the alleged decline in fair
mar ket val ue of the buildings caused by the aftershocks.

Respondent disallowed that loss on 'the ground that appel-

lants failed to prove the aftershocks caused actual
physi cal damage to their buildings.

Section 17206 of the Revenue and Taxation Code
pernmts the deduction of "any |oss sustained during the
t axabl e year and not conpensated for by insurance or
otherwise." However, a loss is deductible under this
section only if evi denced bg a closed and conpl eted trans-
action, or otherw se fixed by an identifiable event. (Cal.

%/_ Apparently, the initial earthquake constituted a

di saster” within the meaning of section 17206.5 of the
Revenue and Taxation Code. Pursuant to that section, a
taxpayer may el ect to report a disaster loss in the taxa-
ble year immediately preceding the taxable year in which
the disaster occurred.
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Admn. Code, tit. 18, reqg. 17206(a), subd. (2).) Wth
respect to casualty losses, it is well settled that a

t axpayer does not sustain a deductible casualty |oss

merely because the market value of his property decreases.
(J. é Boswel | Co. v. Conmissioner, 302 r.2d 632, 685-686

(9th Cir. 1962); squirt_co., oI I.C 543 (1969), affd.,

423 r.2d4 710 (9th Cr. 1970); Carence A Peterson, 30

T.C. 660, 665 (1958); eal ofathryne Beynon, Deceased
Cal. St. Bd. of Equal., ri .AQZ&“L\MﬁAe such a

decrease may be a | 0ss in the economic sense, the |o0ss
Is not sustained for tax purposes until it is fixed hy
some identifiable event, such as permanent physical dam
age to the property, or_its sale or permanent abandonnent.
{Sguirt Co., supra, 51 T.C. at 547; Harvey Pul vers, 48
. C. 1967), affd., 407 r.2d4 838 (9th Grr. 1969?'
Ctizens Bank of Weston, 28 T.C. 717, 721 (1957), affd.,
257 F.2d 425 (4Th Tr. 1958).)

The record on appeal contains no direct evi-
dence, other than the general assertion of appellants,
that the shoppln? center sustained permanent physical
damage as a result of the aftershocks. In support of
the clainmed deduction, appellants submtted an afgra|sa
report which was prepared for them on March 24, 72,
However, the report fails to establish whether, or to
what extent, appellants' property sustained permanent
physi cal damage due to the aftershocks. Moreover, it is
not clear fromthe report that the values used by the
aﬂpralser for determning the extent of |oss represent
the actual fair market values of the property innedjately
before and |nned|atety after the aftershocks.” Finally,
the report fails to describe the effects of any general
mar ket decline which may have affected undamaged portions
of the shopping center.  Consequently, we do not accept
the appraisal report as reliable evidence of a deductible
casualty loss. (See Cal. Admin. Code, tit. 18, reg.
17206(Q), subds. (1) (B) and (2) (A )

W recogni ze that, due to the nature of after-
shocks and their close proximty to the initial earthquake,
a taxpayer mhose_proPerty Is aftected by such a casualty
my find it difficult to establish the extent of permanent
physi cal damage attributable to the aftershocks. However,
we are also aware that appellants were allowed a $236, 058
casualty loss deduction in connection with the initial
earthquake. Appellants bear the burden of PYOVIH t hat
any additional casualty loss deduction for the affershocks
accurately reflects the extent of pernmanent physical dam
age caused by such casualty. (clapp v. Conm sSioner, 321
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F.24 12 (9th Cr. 1963); Appeal of Felix and Annabelle
Chappéleér Cal. St. Bd. O Equal., June 2, 1969.) Since
aﬁpellantgshave failed to neet their burden of proof in
this regard, we must sustain respondent's action in dis-
allowing the 1971 casualty |oss deduction

Preference I ncone Tax

_ Section 17062 of the Revenue and Taxation Code, 2/
in effect December 8, 1971, provides in pertinent part:

~ In addition to the other taxes inposed by
this part, there is hereby inposed ... a tax
equal to 2.5 percent of the amount (if any) by
whi ch the sumof the items of tax preference
i n excess of thlrtK t housand dol I ars ($30, 000)
Is greater than the amount o'f net business ,loss
for the taxable year.  (Enphasts added.) <

Section 17063 describes the items of tax preference which

are subject to the preference income tax. Anpng the itens

listed are: accelerated depreciation on certaih real and

personal property in excess of straight-line depreciation:

percentage depletion in excess of the basis of the property

i nvol ved: and capital gains to the extent they are accorded (@
preferential tax treatnent. (See Rev. & Tax. Code, §

17063, subds. (b), (c), (e), (f) and (h), respectively.)

Section 17064.6 defines the term "net business
|l oss" as "adjusted gross incone (as defined in Section
17072) less the deductions allowed by Section 17252_§re-
lating to expenses for production of income), only i
such net amount is a loss." As originally enacted in
1972, section 17064.6 did not contarn the words "only if
such net amount is a loss." (Stats. 1972, ch. 1065, §
1.6, p. 1980.) Those words were added by anendnent in
1973. (Stats. 1973, ch. 655, § 1, p. 1204.)

2/ Hereinafter, all references are to the Revenue and
Taxation Code unless otherw se indicated.

3/ Section 17062 was amended in 1975 to include a new

fax rate schedule and to reduce the $30,000 exclusion to
$4,000. (Stats. 1975, ch. 1033, § 1, p. 2434.) However
the changes have no bearing on the outcome of this appeal
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On their 1971 return appellants reported a tota
of $191,075 of itens of tax preference in excess of the
$30, 000 statutory exclusion. For conveni ence, the anount
of tax preference itens in excess of the $30,000 statutory
exclusion shall be referred to as excess preference incomne.
In conputing the tax inposed by section 17062, appellants
reduced their excess preference income by a purported "net
business lo0ss" in the amount of $144,710. The purported
"net business |o0ss" consisted of a $122,736 net |oss
incurred by appellant husband in connection with his pro-
fession, a $21,819 net loss incurred by appellants in
connection with their rental property, and a $155 net
partnership loss. Appellants reported adjusted gross
I ncome of $52,881 on their 1971 return.

Respondent reconputed the tax on appellants’

excess preference income wthout allow ng an offset
agai nst such income for the purported "net business |oss."
It is respondent's position that appellants did not incur
a "net business loss", as that termis defined in section
17064. 6, because their adjusted gross income |ess the
deductions allowed by section 17252 (relating to expenses
for production of incone) did not anpbunt to a net | oss.

pel lants, on the other hand, contend that the definition
of "net business |loss" set forth in section 17064.6 i s
not applicable for purposes of conputing the preference
income tax for taxable years prior to 1972. |n the alter-
native, appellants contend that their 1971 adjusted gross
income |less the deductions allowed by section 17252 did
in fact amount to a net |oss, and that such net |oss com
pletely offsets their excess preference incone.

_ The issue and argunents raised by appellants
in connection with their primary contention are substan-
tially simlar to those addressed by this board in the
%gpea of Richard C. and Emly A Biagi, decided My 4,

76 On the basis of our decision irn Biagi, and for
the reasons stated therein, we nust reject appellants
argunent that the definition Of "net business |oss" set
forth in section 17064.6 is not applicable for purposes
of computing their 1971 preference incone tax liability.
(See al so Appeal of Robert S. and Barbara J. McAlister,
Cal. St. Bd. of Equal., April 6, 1977.)

Appel l ants' alternative argunment involves the
proper nethod of conputing their "net business |oss"
ursuant to section 17064.6. As indicated above, "net
usiness loss" is defined in section 17064.6 as the dif-
ference between "adjusted gross incone (as defined in
Section 17072)' and "the deductions allowed by Section
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17252 (relating to expenses for production of incone),"

I f such net ampunt is a |oss. However, appellants inter-
pret the term "net business |oss" to mean adjusted gross
Incone |less all deductions which are directly or indirect-
ly related to the production of income, including business
expenses, and expenses attributable to property held for
the production' of rents. ApPIylng this.interpretation

to their own situation, appellants assert that they
incurred a "net business l0ss" in 1971 equal to their

adj usted gross incone of $52,881 | ess the sum of $143, 252
of busi ness exPenses and $205, 269 of expenses attributable
to their rental property. Thus, apﬁellants claim they

are entitled to conpletely offset their $191,075 of excess
preference income wth a "net business |oss" of $295, 640.

Wil e section 17064.6 is not a nodel of statu-
tory clarity, we think it is clear that appellants have
m sconstrued the formula set forth in that section for
conputing the "net business loss". Under appellants'
view, as will be explained in greater detail below, tax-
payers engaged in elther a trade or business or in income
produci ng activities related to rental property would be
al | owed, in conputing the "net business |oss", "double"
deductions for expenses attributable to such activities.
|t is our opinion that the Legislature never intended
the "net business loss" offset to reflect such "doubl e
deductions. To the contrary, we believe that appellants
construction of the statute in question would lead to
complete frustration of thevery purpose for which the
tax on preference income was enacted.

_ In the discussion which follows we shall first
establish the general |egislative purpose for the enact-
ment of both the tax on preference incone and the "net
busi ness |oss" offset allowed in conPutlng the tax. Next
we shal |l exam ne the operative effect of the "net business
|l oss' offset and its relationship to the achi evenent of
the legislative purpose. Finally, we shall denonstrate
why the |egislative purpose would be frustrated if appel-
lants' construction of the term"net business |oss" were
adopt ed.

In the Aggeal of Richard C. and En1|¥ A. Biagi,
supra, we reviewed the Tegrsiative NIStory of the federal
and state taxes on itens of tax preference and determ ned
t hat the Purpose of those legislative acts was to reduce
t he advan a?es_derlved from ot herw se tax-free preference
incone and to insure that those receiving such preferences
?ay_a share of the tax burden. W also noted that the

egi sl ation was intended to inpose the preference income
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tax only with respect to those preference itens which
actual ly produce a tax benefit; to the extent that itemns
of tax preference do not produce a tax benefit, they are
not subject to the preference income tax. (See Appeal

of Harold S. and Wnifred L. Voegelin, Cal. St. Bd. of
Equal ., Feb. 3, 1977.)

In conputing the tax on preference income an
of fset against the itens of tax preference is allowed to
the extent of the taxpayer's "net business loss". In
essence, the purpose for the "net business |oss" offset
is to identify that portion of the taxpayer's preference
i ncome which has not resulted in an actual tax benefit.
The follow ng exanPIe illustrates the manner in which
the "net business |oss" offset achieves this purpose:

Exanpl e

Assume that a taxpayer with gross income of $100,000 is
entitled to a $120,000 depreciation deduction of which
$60, 000 represents accel erated depreciation. Assume al so
that the taxpayer has no itenms of tax preference other
than the accel erated depreciation. If the taxpayer is
entitled to no other deductions in arriving at ddjusted
gross inconme, the taxpayer's adjusted gross incone would
be conmputed as follows:

G oss | ncome $100, 000

Less:

Depreci ati on 120, 000
Adj usted G oss Incone ($20, 000)

Since the taxpayer's only item of tax preference is the
accel erated depreciation, the taxpayer's excess prefer-
ence inconme is equal to $30,000 ($60,000 mnus the

$30, 000 statutory exclusion). Absent a "net business

| oss" offset, the section 17062 tax would be inposed
upon the entire $30,000 of excess Preferenpe I ncone.
However, the taxpayer's excess preference income has
produced a tax benefit only to the extent of $10, 000,
since the taxpayer's adjusted gross income falls bel ow
zero after the deduction of that anmount. Thus, by defin-
ing "net business loss" in terns of the extent to which
adjusted gross income represents a net |oss, the Legisla-
ture has achieved the intended result of inposing the

tax on excess preference incone only 4o the extent that
such inconme produces a tax benefit~ -~

hat Congress intended to achieve a simlar
espect to the federal tax on preference (Cont.)

—_ —+
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Returning to the definition of "net business
loss" contained in section 17064. 6, we observe that the
conmputation of the offset takes into account not only
adj usted gross inconme but also "the deductions allowed
by Section 17252 (relating to expenses for production of
incone)." Adjusted gross income is defined in section
17072 as grossincone |ess certain deductions, including
in part:

(a) The deductions ... which are attrib-
utable to a trade or business

* % &

(d) The deductions allowed ... by Section
17252 (relating to expenses for production of
I ncome .. . Which are attributable to property
hel d for the prdaction of rents or royalties.
TEmphasis added.)

It is inportant to note that while section 17252, in '
general, permts the item zed deduction from adj usted
gross incone of all expenses incurred for the production
or collection of income, it is only those section 17252
deductions attributable to property held for the produc-
tion of rents or royalties which are allowed in conputing
adj usted gross income. Thus, if the Legislature had not

i ncluded the phrase "less the deductions allowed by Sec-
tion 17252 (relating to expenses for production of  incone)"
within the definition of "net business less”, taxpayers
engaged only in income producing activities not related
to property held for the production of rents or royalties
woul d be unable to reduce their excess preference Incone
by the anount of such incone which failed to produce an
actual tax benefit.

4/ (Continued from page 7.)

inconme is contained in section 58?h% of the Internal
Revenue Code of 1954. Section 58(h) provides that "[tlhe
Secretary shall preseribe requlations under which itens
of tax preference shall be properly adjusted where the
tax treatment giving rise to such itens will not result
in the reduction of the taxpayer's [ordinary inconge]

t ax «v.." The regulations referred to in section

58(h) are currently in the form of proEPsed regul ations.

(See Proposed Treas. Reg. § 1.57-4, P-H Fed. Tax Serv.
Par. 65,255.)
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we believe that by including the phrase "less

the deductions allowed by Section 17252 (relating to
expenses for production of incone)" in the definrtion of
"net business |oss" the Legislature nerely intended, for
purposes of the preference income tax, to put taxpayers
engaged in income producing activities not related to
property held for the production of rents or royalties
on an equal footing with those taxpayers engaged either
in a trade or business or in incone producing activities
related to property held for the production of rents or
royalties. This result is effectively achieved if the
hrase under consideration is interpreted to nean onl¥

hose section 17252 deductions (relating to expenses tor
production of incone) not already reflected in adjusted
gross Incone. Furthernore, such interpretation is_ the
only one which is consistent with the |egislative intent
that the "net business |oss" offset be directly related
to the extent to which excess preference incone produces

a tax benefit.

_ Under appellant's view, the phrase "less the
deductions allowed by Section 17252 (relating to expenses
for production of incone)" refers to all deductions related
to the production or collection of income, including trade
or business expenses as well as all section 17252 deduc-
tions. If this interpretation were accepted, a taxpayer
engaged either in a trade or business or in an income
producing activity related to the production of rents
and royalties would be allowed, in conputing the "net
busi ness |oss" offset, a "double" deduction for the ex- .
penses incurred in connection wth such activity. Specifi-
cally, the taxpayer would be allowed to deduct such expenses
once in conputing adjusted gross inconme and again in com
puting "the deductions allowed by Section 17252." However
I f the "net business |oss" offset reflected such "doubl e
deductions, it would no longer be directly related to the
extent to which excess preference income produces a tax
benefit. Instead, certain taxpayers with substantial
excess Preferenpe I ncome would be able to conpletely escape
the preference incone tax even though the excess preference
I ncone significantly reduced their ordinary income tax
liability.” This is precisely the result ich would be
reached in the instant aﬁpea iIf we were to accept appel-
lants' construction of the phrase in question

The record on appeal indicates that in 1971
aP ellants' adjusted gross income |ess the deductions
all owed by section 17252 (relating to expenses for pro-
duction Of "income) did not amount to a net |oss. Ac-
cordingly, we conclude that appellants did not experience
a *“met business [o0ss" in 1971 and therefeote., that respon-
?entlpr%p?r{y comput ed appel l ants' 1971 preference | ncone

ax liability.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

IT IS HEREBYORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Paui and Ml ba Abrans against a proposed as-
sessnent of additional personal income tax in the amount
of 57,94%f72 for the year 1971, be and the sane is hereby
sust al ned.

Done at Sacranento, California, this 11th day
of January, 1978, by the State Board Equal i zati on

) ) w
: Ry

, Chairman

’ Membef
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